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CHAPTER 1 


The Ancestry of Money 
“Money Makes the Mare Go."—4A Proverb 


Ws LIVE IN A money economy. We need money to 
buy the things and services we want. We keep some 
of our savings in money in the banks as deposits. Wages 
and salaries are paid in money. The value of things 
is expressed in money price. Money gives us command 
over things. People having more money are able to com- 
mand more goods and services and so are said to have 
a higher standard of living. As they say, money talks. 
There is an urge in all of us to earn more money, live in 
decent comfort, and acquire property. It is not for us 
to ask if money brings us happiness and contentment. 
The hard fact is that people in general want money, more 
or less, not as an end in itself, but as a means to satisfy 
their many and varied wants. 

We take money for granted. Have you ever paused 
to think what our society will be without the use of money? 
Money, in its many forms we find today, did not appear on 
earth all on a sudden. It is an important invention of 
mankind. It was evolved by trial and error, after a good 
deal of experimentation. Today, the term money includes 
not only the coins and currency notes we use, but also 
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bank deposits. When we deposit our savings ina bank, we 
can make payments by cheque. In advanced countries 
like the USA, most payments are made by cheques. In 
fact, it is said that in the near future, one can travel in 
any part of America just with some coins in one's pocket to 
buy chewing gums and cigarettes, coffee and chocolates 
from the vending machines. Because, payments any- 
Where can be made by cheques. We will know more 
about cheques and banks later. We have become so 
much used to money that it will be interesting to see how 
the economy was once functioning without it. 

In primitive times, before money came into being, 
there was barter economy. In a barter economy goods 
are exchanged for goods. Even now, there are some 
tribes in parts of Africa who have the barter system. In 
India, if you go to some villages, some services are paid 
for in kind. The barber gives the farmer his weekly shave 
and monthly haircut; the dhobi washes his clothes and 
the blacksmith mends his plough and cart. All of them 
are paid by the farmer in grains after harvest. That means, 
money has not come to be used all over the country still. 

In a barter economy, a person having eggs exchanges 
them with a Person having wheat, oil, milk, cloth, etc. This 
arrangement of exchanging goods for goods was all right 
when the wants of the People were few, production was ' 
simple, and the market was small. But as human wants 
increased, production became specialized. There came 
the division of labopr and each man began to specialize 
in the production of one commodity or a part of it. Market 
became wider, Under these circumstances, the barter 
system became cumbersome and inconvenient i 
the wants of any two persons may not coincide. 
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In that case, a great deal of time and energy has to be 
spent until the two wants meet. I may not want what you 
have and you may not have what I want. Suppose I have 
potatoes and want sugar from you. You are ready to 
give me sugar, but you want eggs and not potatoes. So, 
I must go in search of the man haying eggs, who may or 
may not want potatoes. Ifhe does, my problem is solved. 
I exchange my potatoes for eggs, come to you and ex- 
change them for sugar. But if he doesn’t, then I must go 
on from person to person until.I find the right man with 
the right commodity. Don't you see how bothersome it 
will be? Of course, in a small community people may know 
who is having which commodity. Or people can meet 
at a central market place to conduct their transactions. 
Nonetheless, it was an inconvenient system and became 
more so when human wants increased, production became 
complex and the market widened. 

From experience man learnt that it would be better to 
have one commodity against which all goods could be ex- 
changed. That common commodity acceptable to all 
became money in course of time. But remember, it was 
not the coins and currency we use so widely today. At 
different times, in different countries, different commo- 
dities were used as money. Tobacco, animal skins, shells, 
bullets, nails, wine, etc., were chosen to serve as a 
common medium of exchange. When I want sugar from 
you, I give you some tobacco (if that is the medium 
of exchange) and get sugar. You can use that tobacco 
to buy what you want. So you see, how man, ina crude 
way, was evolving money. 

When a particular commodity was chosen to serve as 
a medium of exchange, it was known as commodity money. 


4 THE ROMANCE OF BANKING 


If it was goat, it was a goat-standard; if it was shell, then it 
was shell-standard and so on. It means that a certain 
commodity would act as an intermediary to bring buyers 
and sellers together. Money thus became the first broker. 

Before we continue with the story of money, we shall 
pause for a moment to look at another defect of the 
barter system. That is the difficulty of settling terms. Sup- 
pose I have tea, the question is how many pounds of tea 
I should give to get a pound of sugar, a maund of wheat, 
for a haircut, etc. That would mean I will have to have 
a list of values of all the commodities against which I 
can exchange my tea. Of course, the terms of exchange 
were very often fixed by custom. But as more and more 
commodities entered the market, a need was felt to have 
a common measure of value against which the value of 
every commodity could be expressed. That common 
measure of value became money in course of time. In a 
goat economy, goat was the common measure of value; 
in a tobacco economy, it was tobacco, etc. Later on, coins 
and currency came to measure the value of all things and 


, as degrees Measure temperature, 
money measures the value of things. 


yardstick, a standard m 


economy, some people were rich 
did the rich keep their savings? 
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Let us suppose that sheep was the medium of exchange. 
Then the richest man was one who had the largest num- 
ber of sheep. He must have yards and grazing fields for 
his sheep and watchmen to look after them. That will 
be rather cumbersome. More than that, there is a great 
risk in such commodities being used as money. It is pos- 
sible that the richest man in a community may be reduced 
to poverty overnight because his sheep might die of disease 
or famine or get killed by wild animals. But money can 
overcome this difficulty. As a store of value, money is con- 
venient. We can keep our savings with the banks or even 
if they are kept at home they don't cccupy much space. 
The risk of theft is there, but we can always guard 
ourselves against it. 

Next, there is the problem of borrowing and lending. 
People take money now and promise to pay at a future 
date with some interest added to it. In a barter system, 
lending and borrowing led to many difficulties. For in- 
stance, a person might borrow 100 goats and promise to 
return 105 goats after a year. But when he returns the 
105 goats after a year the lender might refuse to accept 
them, on the ground that skinny, short-sized goats were 
returned for fat ones lent. But money can get over this 
difficulty. When credit is supplied. the lenders do not 
insist that the same coins and currency given by them 
should be returned. Thus money has become a useful 
standard of payment now, for payment in future. Tt thus 
bridges the present and the future. 

So then, money performs four functions, which can 
be remembered easily with the help of a couplet. 

Money is /a functioti of four, 
A medium, a measure, astandard and a store. 


\ FFA 


\ 
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These four functions of money are consideted its tra- 
ditional functions. Whichever commodity is chosen to 
serve as money, it will perform these functions. Modern 
economists, however, have added one more function, 
namely, liquidity function of money. Money is a liquid 
asset. That means, if you have money in your pocket 
you can buy the things you want. It gives you command 
over goods and services. That is the reason why people 
prefer to keep a part of their income in cash. Here we 
must note that money is the most liquid of assets. Of 
course, there are other assets besides money. Your bank 
deposits, National Savings Certificates, life insurance 
policy, land, house, etc.,are no doubt assets, but they are 
not liquid as money itself. An asset to be called liquid 
must be easily convertible into cash. Besides, you must he 
able to market it without loss of value. Viewed thus, 
liquidity means cashability and marketability without loss, 
Your bank deposit, next to money, is a highly liquid asset. 
Can you say the same thing about your house? You 
may not be able to convert your house into cash Overnight. 
You must find a buyer who likes your house and is willing 
and able to buy it. Besides, you must be able to get at 
least the price you paid for it. Less than that will mean 
loss of value. We shall Say more about liquidity in a 
later chapter. 


Let us pick up the thread of the story where we left. 
We spoke of commodity money like sheep, goat, tobacco, 
ete. Man found that metals would be suitable for use as 
money, That was as civilization developed. Iron, copper 
and bronze Were used as money. But later on, pre- 
cious metals like gold and silver came into use. There was 
a time when man did not know the art of coinage. It was 
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the practice for people to carry some sheets or bars of gold 
or silver along with a pair of scissors and a balance tucked 
in their pockets. When they had to make payments, 
the precious metal was weighed in the balance and the 
required metal piece was cut and given. Since carrying 
metals in sheets and bars and weighing them every time a 
thing was bought or sold were found cumbersome, the next 
stage in the evolution of money was coinage. The kings 
and queens of a country issued coins with standard weight 
and fineness. That means, if you take two pieces of the 
same coin, both of them had the same weight and contained 
the same quantity of gold or silver in it. These coins 
were stamped on both sides and precautions were taken 
against counterfeit. 

Gold and silver were ideal metals for money, because 
their supply was limited compared to their demand. That 
is a necessary thing for money. A scarce metal like gold 
or silver commands a higher value. Since their supply 
cannot be raised quickly, money will have stability. So 
then, we must remember that for anything to serve as 
money it must be acceptable to all. Acceptability is an 
important qualification ‘for anything to serve as. money. 
It must also have scarcity and stability. 

During the last 100 years or so, it was found that there 
were not enough gold and silver to meet the entire demand 
of the world. The economy became complex and trade 
expanded. To economise the scarce precious metals, 
paper currency was gradually introduced. Economy of 
metals was not the only consideration for the introduction 
of paper currency. It is relatively convenient to carry 
and handle. But one major advantage of paper currency 
is that it makes for an elastic system. It is far easier to 
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expand or contract the supply of money when required. 
In the case of a developing economy, in the event of wars 
and under conditions of expanding trade, alarge money 
supply is required to finance more and more transactions. 
A paper currency system is convenient and elastic under 
such conditions, as the money supply can be easily ex- 
panded. Such elasticity is not possibleif we have a metallic 
standard like that of gold.or silver, because the expansion 
of money supply will depend upon the availability of such 
precious metals. 

There is hardly a country today having gold coins. 
There are a few countries with silver coins. But the general 
tendency is for paper currency to be used. You can raise 
a relevant question here. We said earlier that for money 
to have stable value, it must be from a scarce metal. But 
paper is not that scarce. Then, how can it command stable 
value? We shall say more about it in another chapter. 
Here it is enough if you know that a paper currency is 
printed against gold and silver kept with the Central Bank 
of a country. If you look at a ten Tupee note, you find 
there written “I promise to pay the bearer on demand 
the sum of Rupees ten" and Signed by the Governor of 
the Reserve Bank of India, That means, the Reserve 
Bank is obliged to pay you in rupee coins if you so de- 
mand. But nobody bothers to make such a demand as 
currency notes arc readily accepted for payment. More 
about this later, 


The money we have today in the form of coins, cur- 


rency, cheques, etc., has had a long history behind it 
dating back to thousands of years. Having known its 
ancestry, let us turn to understand the money family. 


CHAPTER 2 


The Money Family 


“What is the use of their having names,” the Gnat said 
“if they don’t answer to them?” 


Through the Looking-Glass 


WueEn YOU VISIT a museum next, make it a point to 
have a look at the coins section. You will be amazed 
by their number, size and shape. You will find coins 
of copper, bronze and nickel, gold and silver. These 
coins alone do not belong to the money family. In the 
money family, we can notice three groups: commodity. 
money, metallic money and paper money. Let us get to 
know them in some detail. 

We saw in the last chapter that commodities like goat, 
wine, tobacco, shells, etc., were used as money in the early 
stages of development. We also saw that they were all 
right when human wants were limited. However well they 
performed the functions of recovery as medium of ex- 
change, they were not ideally suited to serve as store of 
value or measure of value. That was why they were 
gradually replaced by metals which were minted into coins. 

Metallic money, in the greater part of the world until 
the beginning of the First World War (1914-1918), consist- 
ed of gold and silver coins. They were precious metals, 
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relatively scarce in supply and hence stable in value. Side 
by side with gold and silver coins, there were coins of 
low denominations made of base metals like copper, nickel, 
etc. After the First War it was found difficult to have 
gold or silver, because the world supply of precious metals 
was inadequate to meet the expanding needs of the 
countries. 

Talking of metallic money, we must know the difference 
between standard money and token money. Standard 
money is also known as full-bodied money. Because its 
face value is the same as its intrinsic. value. That is, if 
you melted the coin, you will zet the precious metal worth 
what is written on its face. The British Sovereign before 
1914 and the Indian rupee between 1835 and 1893 were 
standard coins. We do not have standard money in our 
country any more. Nor,for that matter, in many other 
countries as well. . 

Now, a token money is one whose face value is greater 
than its actual or intrinsic value. The one rupee coins, 
1, 2, 3, 5, 10, 25 and 50 naya paisa coins are all token, 
because they do not have the same value of metal inside 
them, as written on their faces. Paper currency too is 
token money. Is a ten rupee note worth that much of 
paper on which it is printed? 

All the coins and currency issued in a country are legal 
tender. That is, nobody can refuse to accept them for 
payment of debt, because the law sdys so. However, 
some of them are limited legal tender, in the sense that 
you can pay your debts in a particular coin only up to à 
limit. For instance you cannot pay a man your 100 rupee 
debt in one naya paisa coins. He can refuse them. But 
some coins (like the old silver rupees) and currency can 
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be tendered in unlimited quantity to pay off a loan. 
Another member of the money family is paper money. 

It is divided into three kinds. 

A) Representative paper money is issued with full 
metallic backing. Let us suppose that hundred rupee notes 
are representative money. Then for every hundred rupee 
note issued, there will be 100 rupees worth of gold or 
silver in reserve. This means that against every rupee 
issued, there must be an equivalent value of gold or silver. 
B) Convertible paper money is that which can be con- 
verted into the standard coins of the country on demand. 
Here; the issuing authority need not have a hundred rupee 
worth of gold or silver for every hundred rupee hote issued. 
Because it is not likely-that allthe people in a country will 
demand gold or silver simultaneously. So, if it has hund- 
red rupees worth of gold or silver, it can issue five or six 
“hundred rupees, worth of notes. 

C) Inconvertible paper money, as the name suggests, 
cannot be converted into metallic coins. The one rupee 
note is an example of inconvertible money. In emergen- 
cies, some ‘countries issue an inconvertible paper currency 
called the Fiat money. It is accepted by the people be- 
cause of the’ fiat or command of the government. In 
a sense, it indicates an unsatisfactory financial situation 
of the country. The French Assignats issued during the 
French Revolution, the American Greenbacks issued 
during the American Civil War (1861-1865) and the Ger- 
man Marks issued during the period of the First World 
War are examples of the Fiat money. 
Let us now meet another member of the paper money 

family, namely, credit money. You may recall that one 
function of money is to serve as a standard of payment. 
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You give someone hundred rupees now and he agrees to 
pay it back with interest on demand or after, say a year. 
This is a case where you give credit to a person whom you 
know well. Similarly, merchants and traders supply you 
things on credit. Here you are allowed to take away 
things you want now on condition that you pay them 
at the end of the month or later. In the same way, pro- 
ducers supply their goods to merchants and traders on 
condition that they must be paid before a certain date. 
All these examples show that you can have things now for 
use without paying for them immediately, but use the 
things for a good purpose so that you can pay off later 
easily. 

Suppose a producer of machines is willing to give me 
an ice-cream machine on credit and similarly I am able 
to get supplies of milk, sugar, etc., on credit. I can very well 
start making ice-cream and sell them to school children, 
use a part of the money I get to pay for the machine, 
milk, sugar, etc. If Iam prudent, after sometime I will 
have enough money to buy my requirements on cash. 
Much of our modern business is conducted with credit. 
Businessmen either borrow money from banks or buy 
things on credit, Banks are institutions which deal in 
credit. We will wait for sometime to know about the 
banks. To get and give credit, some written paper docu- 
ments are used. They are called credit instruments or 
credit money. They are also called near-money, because 
these papers are accepted for payments to be made.- We 
shall know something about these credit instruments or 
credit money, 

(I) Cheques: You must have seen a cheque. You 
must also have noticed your father writing a cheque and 
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giving it to one he wishes to pay. Similarly, you might 
have seen your father receiving cheques from people who 
have to pay him. Since cheques are readily accepted for 
payment, they are called near-money. What is a cheque? 

Can anyone write and issue a cheque? No. Only if you 
have kept your money in a bank, you can direct it by 
cheque to pay a certain sum of money to the person men- 
tioned on it. The person takes it to your bank, presents 
it at the counter and is paid cash. Suppose that person 
also keeps his money with the same bank, then he just 
leaves the cheque with it. The amount mentioned in 
your cheque will be deducted (debited) from your account 
in the bank and added (credited) to your friend’s. 

Now, a cheque is à convenient way of making payments. 
You don’t have to count the notes and coins. As a 
cheque is a piece of paper, it can be kept conveniently in 
your pocket or purse. You don’t have to maintain ela- 
borate accounts as to who was paid and how much. In 
India, however, the use of cheques has not become very 
common. People prefer to make and receive payments 
in cash. Banking habit is still to spread to the majority 
of our people. 

However, we must know that there are four types of 
cheques, in use: (1) Bearer cheque, (2) Order cheque, 
(3) Crossed Cheque and (4) Payee Account cheque. 

. The specimen cheque on page 14 is a bearer cheque by 
Mr. Kamat to Mr. Ramgopal. The Goodwill Bank will give 
one hundred rupees to Ramgopal or anyone else who pre- 
sents the cheque. There is a risk in such a cheque: Suppose 
a bearer cheque falls into somebody’s hands, he can go to 
the bank and get it encashed, unless the bank is 
intimated of the loss of the cheque immediately. 
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(1) A bearer cheque will be something as shown below: 


THE GOODWILL BANK LIMITED 
: BOMBAY ` 
Ale No. 3421 Ch. No. A/6 43210 


Date 15 March, 1968 


PAY Mr. Ramgopal or bearer the sum of Rupees one Hundred 
only. 


Rs. 100/- Sd|- Kamat L. v, 


(2) To guard against such risk, order cheques are 
issued. They will be worded exactly like the bearer 
cheque except that instead of the word ‘bearer’, it will be 
‘order’, The bank will pay cash against such a cheque 
only if Ramgopal is known to the bank, Or someone 
known to the bank must identify Ramgopal. Or Ram- 
Bopal can ‘order’ the bank to pay the 


Now in such a che 


que, the amount is transferred from 
Kamat’s account to : 


Ramgopal’s account. No cash is 
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THE GOODWILL BANK LIMITED 


BOMBAY 
Alc No. 3421 : Ch. No. AJ6` 43210 


Date 15 March, 1968 


PAY Mr. Ramgopal or Order the sum of Rupees one hundred 


only. 


Rs. 100/- Sdj- Kamat L. V. 


paid. Suppose Ramgopal has his account not in the 


Goodwill Bank but in the Trust Bank, he will leave | 


the cheque with his bank. The Trust Bank will have the 
amount transferred from the Goodwill ‘Bank to Ram- 
gopal’s account. Actually no cash will be handled in such 
cases. If Ramgopal has no bank account at all, he can 
hand over the cheque to a person known to him having a 
„bank account. The amount will be credited to his account 
after realization. Thus in the case of a crossed cheque, 
it has to pass through someone's account in the bank. 
(4) A fourth kind of cheque is that of payee account. 
Here two parallel lines are drawn as in the case of a crossed 
cheque and ‘the words ‘payee’ account only’ are written. 
That means, the person on whom the cheque is drawn has 
to encash it only through his own account in a bank. 
(II) Promissory Note: A second type of credit money 
is the promissory note. Let us say that Vasant, a rail- 
way clerk, wants two hundred rupees for buying a cycle. 
He approaches the agent of the bank and asks him for 
` a loan and promises to pay it back with interest in twenty 
months. The bank agent knows Vasant and has no ob- 
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jection to giving him the loan. But he would require Vasant 
to bring a relation or friend known to the bank to stand 
as surety. The idea is, if, for some Teason, Vasant 
does not pay, the bank can legally claim the amount from 
the person who has signed as surety. The Bank lends 
Vasant on the strength of his character and income. So 
a promissory note is a written undertaking by the borrower 
to pay a certain sum of money to the lender or toa person 
ordered by the lender on demand. Ina Promissory note 
there are two parties—the lender and the borrower, 


Specimen Promissory Note 


New 


Rigen DE 196 


= Moyie l pay to Barat Bank Lood: at thoy 
anok ^ is ^ 

Piano at the oorr d Gust Na Dike, os ortir the oum Pa 
Repos 


with Interest fom the date test 2 


al bhe tale oft 
; 7 
etn met the nen Bork of Sida tals wit mini 


Peicent fos annum for vatan scoped. * 


BHARAT BANK LIMITED 


New Delhi 
ht. 18 August 1968 
ing in 180, Kabir Nivas, Chandni Chowk, 
Promise to pay M/s Bhara 
3o, 200 (ap / rat Bank Ltd. the sum of 


I, Vasant resid; 


ees Two Hundred Only) with interest at the rate of 
t Per annum, for the value received, 


. Sd, VASANT 
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(III) Bill of Exchange: An important credit instrument 
is the bill of exchange. It is widely used in trade between . 
countries. Let us take a concerete example and explain 
it. We will simplify it by omitting many of the processes 
through which a modern bill actually passes. 

A Bombay exporter, call him Kapdawalla, sells cotton 


' piecegoods for Rs. 5,000 to Richard Fox in London. Kap- 


dawalla does not know Fox personally. So before selling 
him, Kapdawalla will make enquiries through his bank 
about Fox’s creditworthiness. Now, Fox knows that the 
Piecegoods will take two months to reach London after 
they are shipped in Bombay. Then it will take another 
two months to sell them and convert them into money. 
So, he sees no reason why he should pay Kapdawalla 
till then. 

Kapdawalla too will feel the same way. He has part- 
ed with his goods and why should he wait for three or four 
months to get money for goods exported? 

The Bill of Exchange is a clever device by which Kapa- 
dawalla gets his money immediately after shipping his 
goods and Fox can paysafter he has received the goods. 
Kapdawalla draws a bill of exchange on Fox in London 
for Rs. 5,000 payable on demand or after 30 or 60 or 90 
days. Then Kapdawalla sends it to his bank in Bombay, 
call it Bombay Bank, which will sign it and send it to 
Fox’s Bank in London. In actual practice, the Bombay 
Bank willl pay Kapdawalla Rs. 4,950/- immediately after 
the bill is given toit. The Bank will wait for three months 
and get Rs. 5,000 from Fox. The difference of Rs. 50/- 
is the ‘discount? for the bank for its waiting and is an in- 
come for the bank. ~ 
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When the Bombay Bank has signed the bill of exchange, 
- it will send it (with ‘other documents showing that the 
piecegoods have been shipped) to Fox’s Bank in London. 
Tt will present it to Fox who will sign across it after 
writing the word ‘accepted’. That means, Fox accepts 
his debt for Rs. 5,000. 

Here we can distinguish between two types of bills. 
Now, Fox can get the documents necessary to clear the 
goods from the London port by paying Rs. 5,000 when 
the London Bank presents him the bill. That is known 
as Document against Payment. The Banks use the term 
DP forit. Itis also known as sight bill because it is paid 
on demand or at sight. 

The other type is called Document against Acceptance, 
called in short DA. Fox ‘accepts’ to pay the London 
Bank after, say, 60 days from Ist March, The London 
Bank will now give him the documents, but will wait till 
Ist May to receive payment of Rs, 5,000. Such a bill 
payable after a certain number of days is called usance bill. 
When Fox has paid Rs. 5,000 to the London Bank, it will 
remit that amount to the Bombay Bank, Now the entire 
transaction is complete. 

The DA bill is also known as time bill, because the 
bank has to wait before receiving payment in full. It is 
for such waiting that the bank gets a discount. Let us 
now suppose that the Bombay Bank wants cash for some 
purpose. The bill of exchange, as you know, is a liquid 
asset of a bank, It can be marketed. The Bombay Bank 
vill approach the Reserve Bank of India for rediscount- 
ing the bill. The Reserve Bank will rediscount the bill 
and pay the Bombay Bank an amount less than Rs. 5,000 
say, Rs. 4,975. The sum of Rs. 25 is the RBI’s earnings. 


THE MONEY FAMILY ` 19 


Specimen Bill of Exchange 


NO.1968 


Enea a J £000 Js, — IST DECEMBER 7967 
Shaw months ofar vipht f this Feist of Cxcheage 
era end ther! f tama toner ond Lats dong unpad) pay b 


TRUST BANK OF INDIA LTO OR ORDER DOLLARS ONE THOUSAND 


ONLY eo vy d = 


take tweed” ond pleco Che deme to aoceurl ad adoisod 


OF 50O BLEEDING MADRAS SHIRTS PER S.S. HIMALAYA TO NEW 


YORK 


Z MIS, JAMES McCALL & CO, INDIA STORES LTD. 
BOMBAY 


NEW YORK. 


It is because the RBI provides such a facility to the com- 
mercial banks, it is called the Bankers' Bank. 
(IV) Hundi: Just as the bill of exchange is used in 
foreign trade, an internal bill of exchange called Hundi 
“is used in domestic trade. This is in use in India. The 
word Hundi is derived from the Sanskrit "uidi? to collect. 
Suppose a Bombay merchant sends chocolates for 
Rs. 1,000 to a Delhi merchant. He draws a ‘Hundi’ on the 
Delhi merchant and hands it over to his own bank in 
Bombay for collection, The Bombay Bank will send it 
to the Delhi merchant's bank in Delhi. The Delhi bank. 
will collect Rs. 1,000 and remit it to Bombay. Hundi is: 
typically Indian. Many indigenous bankers like Shroffs 
and Multanis act as bankers in these transactions, We 
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shall say more about these indigenous bankers in another 
chapter. P 4 
We have been talking about cheques and bills of ex- 
change. What is the difference between the two? A 
cheque is payable on demand. But a bill is payable af- 
ter some days. It is a post-dated cheque. Inthe cheque 
there are only two parties, namely, the person who signs 
it and the person whose name is mentioned onit. In the 
bill, there are three parties—the drawer (the Bombay 
Merchant), the drawee on whom it is drawn (the London 
or Delhi merchant) and the Banker. 
(V) Bank Draft: Another instrument of credit widely 
“used is the bank draft. Banerjee in Calcutta has to pay 
Kapur in Bombay Rs. 2,000. Banerjee can go to a bank 
in Calcutta, hand over the Rs, 2,000 with a small commi- 
ssion and ask for a bank draft on another bank in Bómbay. 
The Calcutta bank writes a draft in favour of Kapur in 
-Bombay directing the bank in Bombay to pay him the 
E Specimeu Bank Draft 
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amount on demand. Banerjee takes the draft from the 
Bank and posts it to Kapur in Bombay. On receipt of 
it, Kapur takes it to the bank mentioned in the draft and 
presents it. He is paid cash. Or Kapur can give the 
draft to his own bank to collect the amount on his behalf. 
Similarly, money can be transferred from one country to 
another. > 

(VI) Treasury Bill: A treasury bill is a promissory note 
by the Government. The Government borrows money 
for a short period up to three months, because it takes 
time for the Government to collect taxes and in the mean- 
time it needs money for its expenditure. 

The Reserve Bank of India invites tenders from the 
public for a specified amount. Usually, banks submit 
tenders. The bank which is ready to lend at the lowest 
rate of interest is given the bills. At the end of the period 
it will be paid the amount with interest. 

Let us try to understand this. Supppose the Govern- 
ment wants to borrow Rs. 10 lakhs for three months. 
Tenders are invited. Each treasury bill is ofthe value 
of Rs. 100, Bank A is willing to pay Rs. 99.96 p. Bank 
B Rs. 99.97 p and Bank C Rs. 99.98 p. The Govern- 
ment willl borrow from Bank C because it has to pay only 
two paise interest for every Rs. 100 for three months. 
The Bank C will give the Government Rs. 99.98 p for 
every 100 rupee treasury bill and at the end of three 
months receive from the Government Rs. 100. Thus the 
bank can earn a handsome income in three months. Sup- 
posing the Bank C urgently needs money, it can sell the 
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money. Today, we use more of credit and paper money. 
Now, before we close the chapter let us ask the question, 
what are the qualities of good money? Anything to be 
called good money must have the following characteristics. 

(1) Acceptability: Money is for use by the people in 
a community. So it must be acceptable to all of them. 
We know from experience in India that people do not 
hesitate to accept coins and currency. But some people 
do hesitate to accept cheques. It bas not become gene- 
rally acceptable still in India. So we can put cheques in 
the category of near-money. A cheque is not money, 
but a claim for money. 

'Q) Divisibility: Money must be divided into small 
units, so that we can carry on small transactions. We 
have small coins like 1, 2, 3, 5, 10, 25 and 50 paise coins. 
Similarly, in a cheque, bill of exchange and bank draft 
We can write any amount we wish. 

@) Cognizability: It must be possible for us to re- 
cognize money easily—either by touch, sound or ' sight. 
You can recognize the coins and notes. You know a 
cheque when you see one. 

(4) Homogeneity: Money must always be similar in 
quantity Or bulk. Two one-rupee coins must be equal in 
Weight and contain the same quantity of metal in them. 

(5) Portability: Money must be easily carried on our 
Person. Commodity money used in barter days was not 
portable. Coins and currency are more easily carried 
on our person. From the point of view of portability, 
cheques are ideal. You can carry even 10 lakhs of rupees 
in a single cheque. 

Besides, we have referred earlier to other qualities 
such as scarcity, stability and flexibility. 


CHAPTER 3 


The Birth of Modern Banking 


*....neyer lend any money to anybody unless they don’t 
need it." 


—Ogden Nash 


In THE PREVIOUS TWO chapters we made references to 
banks. We must now understand how they came jnto 
being. 

Perhaps you have visited a bank. It hasa prosperous 
look—beautiful building. attractive counters and nice 
furniture. It also has a busy look. Clerks are busy 
writing in books, cashiers busy with counting money, 
accepting and paying it and officers in handling docu- 
ments and talking to persons who come for advice and 
loans. We will know the meaning of all these activities 
inside a bank in the next chapter. Here we shall know 
the origin of the modern bank. : 

The word Bank is believed to be derived from *banco" 
‘banc’ or ‘banque’ meaning à bench. In the middle ages, 
the money lenders and money changers of Europe spread 
their coins on their benches and conducted their business. 
If a banker failed, his bench was broken. It is from that 
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the word ‘bankruptcy’ has come to be known. 

Banking is a business of great antiquity. In India, 
banking has been there from time immemorial. There are 
references in the Vedas to taking and giving loans. Manu, 
the famous law giver of the second century A.D. mentions 
deposits and pledges in his book. The money lenders in 
India later came to be known as Seths or Shroffs. They 
lent money to kings and nawabs, for which they were 
honoured and given titles. Even now, Sbroffs belong 
to an important class of indigenous bankers in India. 
Kautilya, in his Arthasastra, suggested that interest should 
be regulated by the State. In fact, if a person took inte- 
rest when it was not due or if he combined principal and 
interest, he was fined four times the amount. 

Besides India, Assyria practised banking in the 7th 
century B.C. Some of the credit instruments were ins- 
cribed in clay tablets, In the life time of Jesus Christ, 
Jerusalem had a well developed system of money changing. 
There are evidences to show that for seven hundred 
years B.C. a firm, by name Egibi and Son, was found to be 
conducting a profitable banking business in and around 
Babylon, The Romans too had a highly organized 
system of banking. 

In the 12th century, banking in Europe was developed 
by the Jews and the Italians. The first bank in Italy was 
established in Venice. The bankers of Lombardy were 
famous. They migrated to England and spread banking 
there. There is a famous street in London called Lombard 
Street, a busy banking centre. Banking also spread to 
other parts of Europe. In 1609 the first exchange bank 
was established in Amsterdam and in 1690 in Hamburg. 
The Bank of England came into being in 1694. 


Un 
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The Jews were great moncy-lenders. But the Chris- 
tian Church looked upon lending money for interest with 
contempt. It came to be called usury, not at alla compli- 
mentary term. 

The modern banker has three ancestors, namely, the 
merchant banker, the moncy-lender and the goldsmith. 
Let us meet them one by one. 

In Europe, in the middle ages, there was a class of ban- 
kers known as money-changers. The coins of France 
were not accepted in England and vice versa. In the same 
way, the coins of one country were not valid or current 
(from which the word currency is derived) in another 
country. So, travellers and merchants arriving in England 
went to the money changers and exchanged their French 
coins for English coins. Similarly, Englishmen going 
abroad exchanged English coins for the coins of the 
country they were visiting. 

Merchant bankers were so called because they com- 
bined trade with banking. Merchants and travellers found 
. it risky to carry money during their travels. So they 
deposited their money with the merchant bankers, for a 
small payment. The bankers gave receipts. Whenever the 
depositor desired to make payment to a person, he 
directed the banker in writing to pay him out of his de- 
posit. Later on, the banker jssued printed receipts of de- 
nominations of 1, 5, 10, 100, etc. This was for the sake 
of convenience. The depositors never bothered to with- 
draw money from their deposits with the banker. Ins- 
tead, the printed receipts were passed on from person to 
person for payment. This was the forerunner of our 
present day bank notes with the word printed “I promise 
to pay the bearer the sum of Rupees. ." They were also 
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known as IOU, a short form for “I owe you"—the banker's 
debt to depositors. 

Travellers going from one country to another also 
approached the merchant bankers for their services. A] 
traveller going from England to Italy handed over some 
money to the banker. The banker issued a letter to a 
banker in Italy. The traveller on arrival in Italy showed 
the letter and got equivalent Italian money. An Italian 
going to England was given the same facility by the English 
bankers. In a similar way, merchants buying and selling 
goods from ofher countries settled their accounts. 

The merchant bankers were gradually replaced by 
money-lenders. Even today, you can find them in our 
villages and some of them in our towns as well. The 
money lender has his own capital. Sometimes he accepts 
other’s money foo but that is rare. He charges unreason- 
ably high interest. In many countries the State had to 
pass laws fixing the maximum interest he could charge. 
The money lender lends money to people who need it. 
The borrower has to offer some security like jewels or 
ornaments. "Though he charges a high rate of interest, 
he performs a useful service. 

The modern bank owes its origin to the goldsmiths 
of England. In the 17th century, money consisted entirely 
of gold and silver. Individuals had more gold and silver 
in those days, In London, merchants used to keep their 
gold in the Tower of London. In 1640, King Charles I, 
who was desperately in need of money, seized the gold 
in the Tower. From then on, the merchants lost their 
confidence in the Kings. 

The goldsmiths of England had their strong room and 
employed watchmen. When the civil war broke out bet- 
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ween the King and the Parliament, people deposited their 
gold with the goldsmiths and paid them a small fee for 
safe keeping. The goldsmiths issued receipts to the de- 
positors. When they wanted money, they returned the 
deposit receipts to the goldsmiths. Later on, the deposit 
receipts themselves were used for payments, instead of 
withdrawing money every time. The deposit receipts on 
which was written “I promise to pay the bearer on de- 
mand the sum of....” became money. The deposit 
receipts came to be called Goldsmiths’ notes and for about 
a hundred years, all that the banking amounted to in Eng- 
land was the receipt of money and other valuables and 
the corresponding issue of these promissory notes payable 
to bearer. These were more in the nature of bills of ex- 
change than bank notes. 

In course of time, even the deposit receipts were dis- 
pensed with. The goldsmiths were willing to give or 
transfer money to the person whom the depositor directed 
in writing. That written order was printed and became 
the cheque of our days. 

The goldsmiths found that depositors preferred to 
make payments with the deposit receipts and never bo- 
thered to withdraw money. So they had idle money with 
them. This tempted the goldsmiths to issue more deposit 
receipts than the money they had in their custody, be- 
cause they learnt from experience that not all the despo- 
sitors turned in at the same time to take back their money. 
The deposit receipts were accepted as money, we said. By 
issuing more such receipts, the goldsmiths were ‘creating’ 
money. This ‘created money’ was given as loans to 
borrowers. This scheme worked profitably for the gold- 
smiths, So they decided to pay interest on money 
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deposited with them. Now, the goldsmiths were 
becoming full-fledged bankers—accepting deposits and 
advancing loans—the two important functions of a modern 
banker. 

Much later, a group of persons joined together to do 
banking business. They put their own money into it and 
invited people to deposit their money with them and 
gave loans. These banks had one temptation. That was 
to issue bank notes (deposit receipts) in excess. This pro- 
ved dangerous. On the slightest rumour people rushed 
to the banks and withdrew their deposits. The banks 
could not pay all of them and they collapsed. 

Here we may pause for a minute to know something 
about the origin of the bank note. The Bank of Sweden 
set up in 1656 was dealing in exchange, granting loans 
and advances against securities and also accepting deposits. 
The depositors were given the facility to withdraw or 
transfer funds standing to their credit. A document said 
to have been invented by Palmstruck, the President of 
the Bank, to help the depositors to withdraw or transfer 
funds, was first called credit notes and later as bank notes. 
They were only a kind of promissory note, the bank ack- 
nowledging its debts to its depositors, which came to be 
widely accepted and used as money. Though a Swedish 
invention, it is believed that bank notes were actually cur- 
rent in China about 800 A.D. i 

To win the confidence of the people, joint stock banks 
were formed. Here the capital of the banks was divided 
into shares of the value of Rs. 5, 10 or 100. The public 
were invited to subscribe to it. Every person was to buy 
a minimum number of shares say, 5, 10 or 100. He then 
became a shareholder. That is, he was one of the owners 
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of the bank, Such a bank was based on what is called 
“Limited Liability” principle. Suppose you have 100 
shares of Rs. 10 each in a bank. That means you have 
contributed Rs. 1000 to the bank’s capital. Every year, 
a part of the bank’s profit will be distributed to the share- 
holders in proportion to their shares. That is called 
‘dividend’. If by some misfortune the bank failed, every 
share holder will be responsible for the debts of the bank 
only up to the value of his share. You will be called upon 
to pay up to Rs. 1000 towards the bank’s debts. That is 
what is meant by limited (Ltd.) added to the names of all 
joint stock companies. 

Since the banks were misusing the right of issue of bank 
notes, the Central Bank of England called the Bank of 
England took over that right in 1844. Today, banks in 
any country cannot issue notes. Tt is the monopoly of the 
Central Bank in every country. In India, it is the Reserve 
Bank of India which has that right. 

We said in the beginning of this chapter that banking 
was practised in India since the Vedic times. Today, 
we have in India two sectors of banking. One is the orga- 
nized sector on the model of western countries. The com- 
mercial banks, the exchange banks, the co-operative banks 
and the State Bank belong to the organized sector. 

The other is the unorganized sector. The money len- 
ders and the indigenous bankers are in this sector. The 
money-lenders are found jn villages and towns. They do 
not accept deposiis, but lend money at a very high rate 
of interest. We shall refer to them again in another chap- 
ter. The indigenous bankers conduct their business in 
the traditional way. The Shroffs, tbe Marwaris, the 
Multanis and the Chettiars belong to this sector. You 
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might have seen them seated on thick cushions, writing 
accounts in regional languages in long red covered books. 
They are shrewd bankers and they are businesslike. 
We shall know about them again later. 


CHAPTER 4 


The Banker’s Business 


“Little drops of water make a mighty ocean.” 


—A Proverb 


d. A VILLAGE, there were two brothers named Ram 
and Shyam. Both of them were hardworking, but 
Ram was by nature suspicious. When their father died, 
he left them each Rs. 5,000, Ram bought a small piece 
of land for himself and grew groundnuts. He did 
well, earned enough money. Being prudent, he saved 
Rs. 500 every year; but being suspicious, he used to put 
his money—all currency notes—in an earthen pot and 
bury it underground in his house. Once a month he 
used to dig and see that his savings were safe. 

Shyam, on the other hand, opened a small shop selling 
Cigarettes, newspapers, soaps and many other tbings. 
Every week he would deposit.in @ bank nearby whatever 
he could save. This went on for five years. 

One morning, Ram opened his underground pit to see 
if his savings were there. The earthen pot was there. But, 
to his great horror, he found that most of his currency 

"notes had been eaten away by whiteants. He sent for his 
. brother Shyam and told him of what had happened. Shyam 
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said, “You should not have done that. Why.didn’t you 
leave your savings with the Bank?” Ram replied, “How 
can I trust them?". “You are being stupid, my dear 
brother", said Shyam. “I have been putting all my savings 
in the Bank. I have deposited Rs. 3,000 in these 
five years. The Bank pays interest on it and I have Rs, 
3,200 now. Just for leaving my savings with the bank, 
it has paid me interest. My savings are hundred times 
safer than yours. Learn a lesson from this. At least 
from now, cultivate the banking habit with groundnuts.” 
Ram heeded his brother’s advice, and in ten years, he 


was able to buy some more land and build a nice house 
for himself. 


You can ponder over the moral of the above story. 
We can straightaway say that the primary function of 
a bank is to accept deposits. All people cannot save out 
of their incomes. Some save more, others less. But the 
bank by collecting all their savings together has large 
funds. On these savings, the bank has to pay interest. 
How does it do it? It lends that money at a higher rate 
of interest to businessmen and traders who need it for 
their productive activity. Suppose it gives you 5% interest 
on your savings and lends it to a trader for 7%, it makes 
aprofitof 2%. Since the bank is dealing in lakhs of 
rupees, its profit will add up to a sizable amount. This 
isthen whata bank does. It takes your savings and lends 
itto others. So a bank is an institution dealing in other 
Peoples’ money! Let us understand more about this. 

A major function of the bank is to accept deposits. 
We understood in the last chapter how the people in 
England paid a small charge to the goldsmiths in the 17th 
century for keeping their precious metals. Later. the gold- 
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smiths paid an interest to the people for entrusting their 

money with them. Since then it has been the practice of 

the banks to accept deposits and pay interest on some 
* of them. : 

There are two types of deposits: (1) demand deposits 
and (2) time deposits. Demand deposit means that the 
depositors can withdraw money on demand. But in the 
case of time deposit, money can be withdrawn only after a 
certain period of time or after giving due notice. 

In demand deposits, we have two categories. One is 
the current account and the other is the savings account. 
Banks do not pay interest on current account. Merchants, 
traders and business companies keep some of their money 
in current account for safe custody with banks. They 
make payments by cheques. 

On savings deposit, banks pay interest. The savings 
deposit is to encourage people even with moderate in- 
comes to save through banks. That is why interest is 
offered. The depositor has to keep 2 minimum amount 
in the bank, This minimum varies from bank to bank 
—PNith some it is Rs. 2 and with others Rs. 10. There 
are some restrictions on withdrawals also. The depositor 
may not be permitted to withdraw more than twice or 
thrice a week, Some banks issue cheque books to their 
depositors; others provide only withdrawal slips. In a 
developing country like India, the sayings bank deposit is 
important for inducing people to save and cultivate the 

"banking habit. ; 

Time deposits are of two kinds: (a) Fixed deposits 
and (b) Recurring deposits. In the case of fixed deposits 
a lump sum of, say, Rs. 100 can be deposited for any 
period from 15 days to 10 years or more. The longer the 
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period you leave the deposit with the bank the higher is 
the interest paid to you. The amount so deposited can 
be withdrawn only at the end of the specified period. 
However, if you urgently need money, you can take a loan 
against your fixed deposit by paying interest. Doesn’t 
that sound strange? You borrow your own money! 
But there it is, treating your own money as somebody 
else’s. Or you will have the temptation to spend it away. 

All people may not find a lump sum of a hundred 
rupees at a time to save, So banks have a scheme of recurr- 
ing deposit. Every month you can deposit Rs. 5 or 
Rs. 10 or more for a fixed period of years, say 2 years 
or 5 years. The small savings every month keep on mul- 
tiplying until, at the end of a few years, you haye a good 
amount. 3 

Banks compete with one another to attract people's 
savings. They invent new schemes. There are banks 
which accept deposits of even 25 paise from school 
children, But they must keep on depositing for 5 or 7 
years. Whether they continue to deposit or not, they 
Will get back their savings with interest only after some 
years. That is a nice way of making children know the 
value of money and cultivate the habit of thrift. 

Banks, by encouraging people to save, render a good 
Service. Savings are Necessary for all of us. In times 
of need, we don’t have to depend on anybody. By saving 
for some years, we can buy assets like land, houses and 
other things we want. IF we leave our savings with banks, 
they multiply. But if we keep them at home they remain 
idle. For a country to develop, savings are necessary. The 
savings of the people can be borrowed by investors and 
Governments for building roads, factories, dams, etc., so 
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thatmore goods and services are produced for the people 
to improve their standard of living. 

The next question is, what do the banks do with the 
deposits? The banks have to pay interest on them. They 
cannot afford to keep the deposits idle. So they lend 
a part of the deposits to people who need them. 

Banks do not lend recklessly. Because they lend not 
their own money, but their depositors’. They have to be 
cautious, So before lending money, the bank will ask 
the borrower to give some security. We shall take an 
example, Suppose a person wants Rs. 10,000 for his 
business, The bank will demand from him security. He 
will then deposit with the bank some jewels or some goods 
like cloth, groundnut, wheat, rice or whatever he has in his 
Possession. That is, it will demand something which has 
value in the market. Now, to lend him Rs. 10,000, the 
bank will generally want a security of more than Rs. 10,000. 
The idea is if he fails to repay the money, the bank can 
sell his security in the market and realize the amount due 
from him. The security must fetch more than the amount 
ofloan to ensure against any possible decline in the 
value ofsecurity in the event of the bank selling it. The 
fear that his security might be sold away by the bank 
Will make the borrower prompt in repaying his Ioan. 

Banks lend money for useful and productive purposes. 
A person has a good scheme to produce something. 
But he has no money. He can approach a bank, explain 

his scheme and offer some security and get a loan. Such 
a loan is called productive loan. It will repay itself. 
Let us take an example. You borrow Rs, 1,000 from a 
bank and buy a typewriter. Every day you keep aside 


two rupees out of your income from typing and, let us say, 
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you repay the bank fifty rupees a month. In twenty 
months you can pay back the Joan and in another two 
or three months the interest on it. The typewriter is 
now yours. You can apply the same principle to other 
kinds of productive activities. 

Here we face an interesting situation. The bank is 
lending other peoples’ money. How does it do that? 
Is it safe? 

In a bank you will find that while some people are 
withdrawing money, others are depositing money. So 
there is a continuous outflow and inflow of money. Every 
bank knows from experience how much cash it must keep 
always to meet the payments to its depositors. It is 
believed that if a bank Keeps Rs. 15 against every 
hundred rupees deposited, it can be safe. That means 
the bank can lend the other Rs. 85 for a higher interest 
rate. 

The bank keeps part of the depositors’ money to meet 
their demand for payment and lends the rest. We should 
not suppose that the bank will lend money in haste. Usually 
it willlook into the three C’s of a borrower, namely, his 
character, capital and capacity. No bank can afford to 


lend to an untrustworthy person. It lends only to persons . 


whom it knows fairly intimately. Secondly, it examines 
the security the borrower can offer. Thirdly, it looks at 
his capacity to repay. Generally, the bank lends in three 
ways. One is by overdraft. The bank permits a depositor 
to issue cheques for amounts over and above what he has 
in his account. This facility is not given to one and all, 
but only to those persons, whom the bank knows well 
enough. Some business people get loans by such over- 
draft. The second is cash-credit. The borrower fur- 
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nishes good security—say jewels or house, insurance 
policy or shares. He is given cash by the bank. In this 
case, the bank parts with cash. The third is book credit. 
We must concern ourselves with this type of credit, as 
this is the general way in which banks lend money. Let 
us study it in some detail. 

When A approaches the bank for a loan of Rs. 10,000 
and offers good security, the manager decides to grant it. 
À is not given cash, but an account is opened in his name. 
The loan amount is credited to his account. He is treated 
as a person having deposited Rs. 10,000. He is given 
a cheque book and a pass book. The bank will find that 
its deposits have increased, though in reality no new cash 
has come into the bank. A loan has created a deposit. 
A is now free to issue cheques (up to Rs. 10,000) like 


‘any other depositor and his cheques will be honoured. 


The new deposit has come out of a Joan. So some writers 
say “Loans create deposits.” 

Others say “No. It is deposits that make the bank 
lend to others”. We saw earlier that when a person 
deposits an amount, the bank keeps part of it aside as 
cash and lends the rest. So they say “deposits create 
loans". The question is who is, right? One thing is cer- 
tain, Banks do not create loans out of thin air. The truth 
is, that it is out of the excess cash that a bank has over and 
above the amount required to meet its depositors’ demands. 
People have confidence in the bank and choose to leave 
their savings with it. The bank lends to others by creat- 
ing fresh deposits. 

Now it is necessary to remember that bank deposits 
add to a countrys money supply. When you deposit 
money in the bank it is called primary deposit. When 
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the bank gives loan to a person through a new deposit 
it is known as secondary deposit. Bank deposit is consi- 
dered part of money supply, because payments can be 
made by cheques, which are accepted by people. We 
have learnt all about it in the last chapter. 

It will be interesting to see how much loans a bank 
can create out of a primary deposit. This will involve 
us in some exercise in elementary arithmetic. But before 
that, for the sake of simplicity, let us assume that there 
is only one bank in the country with branches all over. 
That means, all the cheques will be encashed with that 
bank and deposited in the same bank. Secondly, let us 
also assume that all payments are made by cheque. 

With the two assumptions mentioned above, let us 
suppose thata bank is required by law to keep 10 per cent 
ofits deposits in cash. That is for every hundred rupees 
deposited, it has to keep ten rupees as cash reserve. It 
is also known as cash ratio. Since all loans are created 
by fresh (secondary) deposits, let us see how much loan a 
bank can create out of a primary deposit of Rs. 1,000. 


en A ee 


Deposits 10% Cash Excess 


Reserve Cash Loan 
First Stage 
(Primary dep.) Rs. 1000 Rs, 100 Rs, 900 Rs. 900 
d E E E ee 
2nd Stage Rs. 900 Rs. 90 Rs, 810 Rs. 810 
3:T[d , — | Rs. 810 Rs, 81 Rs. 729 Rs. 729 
4th ,, — V Secondary Rs. 729 Rs. 72.90 Rs. 656.10 Rs, 656.10 
5th ,, | deposits = f- i a 
6th ,, J .- Sy c4 $5 
EU NC CN ee rive N 
Last ,, 


Rs. 10,000 Rs. 1,000 Rs. 9,000 Rs. 10,000 


—————— EEE EE eee eee 
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What has been done in the example is this. A depositor 
deposits Rs. 1,000 and we have called it the first stage and 
a primary deposit. We have assumed that the bank keeps 
10 per cent as cash. That is, it keeps Rs.100 as reserve 
and lends the excess cash of Rs. 900 to a borrower. The 
fresh loan of Rs. 900 becomes a secondary deposit in the 
second stage. This is because we assume that every loan 
is given in the form of a deposit and not in cash. Against 
this new deposit, 10 per cent cash is kept, the excess cash 
being lent to another borrower in the third stage and thus 
a credit pyramid is built. 

With every deposit, the bank keeps 1/10th cash reserve 
and lends the excess cash as new deposit. It is not necessary 
to go over the calculations tediously. If we know the 
cash reserve to be held by a bank, the credit it can create 
Will be the multiple of the reverse of the cash reserve 
of its deposit. In our example, the cash reserve is 1/10 th, 
Its reverse is 10/,—10. We are to multiply 10 by the pri- 
mary deposit (Rs. 1000) and we get the bank's capacity to 
create credit. Suppose the cash reserve is raised up to 
20 per cent (or 1/5th) then its reverse will be 5 and the 

nk's capacity will be reduced. So remember if we 
do not want the bank to lend liberally, all that we do is to 
raise its cash reserve by law. Similarly, when we want 
the bank to lend freely, reduce the cash reserve. 

Does this actually happen in the real world? It may 
Not, because people accepting cheques for payments may 
encash them, which will reduce the cash in the bank. 
That will, in turn, reduce the bank's capacity to expand 
credit, However, you now know that a bank can lend 
Many times more than the deposit it has and thus make 
. 8 handsome profit. It renders you service by making you 
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save. It renders the traders and businessmen service by 
lending them for their useful activities. Incidentally, the 
bank serves its shareholders by making decent profits. 

Apart from the two major functions of accepting de- 
posits and advancing loans, the bank provides other 
services. It keeps our valuables in its safe deposit vaults. 
Thereby it takes the risks of theft off our hands. It helps 
us to transfer money from one place to another at a nominal 
cost. It can act as our agent to collect rent on our behalf 
from our property; pay our insurance premium regularly ; 
help us with our tax problems, etc. These functions of the 
bank are known as agency or utility services. 

Abankis part of the money market. Does the word 
‘money market’ surprise you? It might. Probably, you 
have heard of a wheat market, vegetable market, cotton 
market, etc., but not of a money market. Money 
market refers to the financial institutions which purchase, 
sell and transfer short term credit instruments such as bills 
of exchange, treasury bills, etc. It is amarket for channelling 
short term funds. It provides the working capital needs 
of industry and trade, individuals’ borrowings and govern- 
ment short-term obligations. The money market is not 
a single, homogeneous market but consists of a number of 
distinct markets, each specializing in a different type of 
credit, It includes the commercial banks, the acceptance 
houses, the discount houses, the treasury bills market and 
other finance companies. In India, however, the commer- 
cial banks themselves look after many of the activities of the 
specialized institutions of the advanced countries. For 
instance, some banks in India accept and discount bills 
of exchange and deal in treasury bills, which are handled 
by separate agencies in London and New York. 
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We have in India two sectors of the money market— 
the unorganized and the organized. The unorganized 
money market is something typically Indian, while the 
organized one is on the model of those in the Western 
countries. 

Let us see the unorganized money market first. An 
important member of this is the village money-lender. 
He operates mostly in rural areas. He knows his clients 
intimately. He is ready to lend to the farmers for any 
Purpose. Farmers borrow not only when they have to 
buy manure, fertilizer, seeds, etc., for their cultivation 
but also for other consumption purposes, such as when 
there is a bad crop, for weddings, funerals or other family 
expenses, These consumption loans are always burden- 
some. The village money-lender gives loans to farmers 
On their personal security and charges interest, anything 
from 12 to 50 per cent or even more. Sometimes he 
takes undue advantage of the illiteracy of the farmers. 
For instance, in the promissory notes, the farmer’s 
thumb impression is taken and later the money-lender 
Inserts any figure he likes. He takes the interest in 
advance; he does not give receipts for money paid. Be- 
Cause of these dishonest practices, the farmers have not 

en able to get out of his clutches. They do not wish 
to antagonize the money-lender either, as they cannot 
Set credit so easily elsewhere. Of course, many steps have 
been taken by the Government to reduce the dependence of 
the farmers on him. 

Another important member of the unorganized money 
market is the indigenous banker. There are certain comm- 
Unitiesin India such as the Marwaris, Multanis, Shroffs and 
Chettiars who specialize in banking. Generally, they 
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combine trade with banking. Lending is a side business for 
them. They generally lend against jewels and ornaments 
and charge high rates of interest. They maintain their 
accounts in the regional languages. They give loans to : 
farmers, traders and petty businessmen. They also deal in 
‘hundis’. "They generally don't accept deposits. 
The village money-lenders and the indigenous bankers 
` provide substantial credit to agriculture and trade. 
Though some of their business practices may not be ap- 
proved of, they are rendering useful Service. 

In the organized sector, we have the commercial banks, 
co-operative banks and the State Bank of India, 

Commercial banks are the ones whose functions we 
explained in detail in the early part of this chapter. They 
are called joint stock banks. We have borrowed the princi- 
ple of joint stock company from England. Our commer- 
cial banks conduct their businéss on western lines— 
accepting deposits, advancing loans, providing agency ser- 
Vices, etc. The commercial banks generally give credit 
to industry and trade ona large scale. There are exchange 
banks to finance foreign trade. But commercial banks too 
do that. The commercial banks accept and discount bills 
of exchange, buy and sell treasury bills, provide loans to 
share brokers against securities and supply working capital 
to traders, merchants and industry, 

Co-operative banks in India were started to supply credit 
to agriculture. But compared to the needs of our farmers, 
the credit supplied by them is not enough, The interest 
charged is fairly low. But the working of co-operative 

. banks needs improvement. 

As the co-operative banks could not supply the large 

credit needs of farmers, the Imperial Bank of India was 
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nationalized and the State Bank of India was born. It 
- gives loans to farmers and small traders and industries. 
The State Bank has over 1500 branches all over India. 

We have referred to the money market only in a brief 
way. But we must remember that credit, like lubricant, 
keeps the wheels of economy moving. 


CHAPTER 5 


The Banker’s Dilemma 


Micawber’s Philosophy: Income £ 20 and expenditure 
£ 20. Sh. 1 = Misery; Income £ 20 and expenditure 
£ 19. Sh. 19. 10 d. = Happiness. 


—Charles Dickensin ‘David Copperfield’ 


W: HAVE KNOWN FROM the last chapter, that a bank 
attracts deposits from the public and lends it to traders, 
merchants and investors. In serving the savers and in- 
vestors, the bank makes profit. The difference between 
the deposit rate and the lending rate is the banker’s profit. 

The question is “Is profit the only consideration for 
a banker?” The answer is “No.” But, unless he makes a 
decent profit, he cannot stay in business. 

We must not forget that a banker is a trustee of other 
people’s money. He has to run his affairs in such a way 
that he inspires confidence in his depositors. He cannot 
play ducks and drakes with other’s money. Many banks 
have collapsed because they had lent recklessly. 

A banker, greedy of profits, will be tempted to lend 
more than it is good for him. More loans no doubt bring 
him more profit but make him less safe. We must under- 
stand this. 

A. banker cannot afford to lend all of his depositors' 
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money. Because, he will not have enough cash toe meet 

the demand of his depositors. The moment he fails to 

honour their cheques, rumours will spread. Depositors 
_ Will run to the bank to withdraw their deposits. The bank 

cannot obviously meet all their demands. The result will 
be that the bank has to wind up its business and depositors 
Will lose their balance (literally and figuratively)! So 
that is the fate of a greedy banker, 

On the other extreme, we have a cautious banker. He 
Wants to play safe. He chooses to keep as much of cash 
35 possible and lend only a small part of his depositors' 
Money. He will be a safe banker, but he can hardly make 
enough profits. Besides, by keeping a good part of the 
Money with him idle, he is denying credit to the people 
Who need it. 

So then there is a dilemma for the banker. Should 
lé aim at Profitability or safety? Of course, he should 
Not be either excessively greedy or excessively cuati- 
ous. A good banker combines both profitability and 
Safety, He is after moderate profit and lends only for 
Sood schemes. He keeps adequate reserves to meet the 
demands of his depositors. A banker’s dilemma is not 
9nly between Profitability and safety. In fact it is between 
Profitability and liquidity. A good banker judiciously 
combines the three Principles of safety, profitability and 
Iquidity, Let us now see how he does it. i 
th e must remember that a banker deals in debts. On 
m 9ne hand, he owes money to his shareholders, deposi- 

TS and others, On the other hand, others to whom he 
äs lent owe him money. The banker thus has liabilities 

assets. A shrewd banker will arrange his assets in 
cA a way that he earns a profit and is safe, He need 
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not kgep all the deposits in cash, which is an idle asset. 
He will keep some of the deposits in income-earning assets. 
It is not safe to keep all the eggs in one basket. So an 
experienced banker distributes his funds on several assets. 
In choosing his assets, the banker must remember one ' 
thing. The assets must have liquidity. That means the 
assets must be easily converted into cash in the market. 
Suppose you don't have any cash on you and you need some 
money urgently. If you are wearing a golden ring, you 
can sell it in the market. There are goldsmiths and pawn- 
brokers who will readily buy it. That means gold is a 
liquid asset. On the other hand, people may not so readily 
buy your wrist watch or your cycle. It will take time for 
you to sell them and they are not so liquid an asset as a 
golden ring. Liquidity not only means ‘cashability’, 
it also means, that in converting it into cash, there is no 
loss. Suppose you bought the golden ring for Rs. 100 
but you sell it only for Rs. 90. It is not liquid in the 
real sense. | 
So then, a bank will arrange its assets in such a way 
that it satisfies the principles of profitability, safety and 
liquidity. Let us have a look at the balance sheet ofa bank. 
EE A eris Mie Mal cerise mide b 


BALANCE SHEET OF A BANK 


LIABILITIES ASSETS 
Paid up Capital Cash on hand 
Time Deposits Cash with other banks 
Demand Deposits Call-loans 


Other Liabilities Treasury bills 


Bills discounted 
Loans and advances 
Qther investments 
Buildings, etc. 
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Let us now examine the items on the side of assets. 
They have been arranged in the order of their liquidity. 
The most liquid an asset, the safest it is, but least 
profitable. i 

Cash on hand is highly liquid and so highly safe. 
Being an idle asset, it does not earn any interest and so is 
not profitable. Every bank is obliged to keep some cash 
with the Central Bank. Some cash is also kept with other 
banks. This cash with other banks is liquid, as it can’ be 
Withdrawn at a very short notice. Generally cash with the 
Reserve Bank of India does not earn any interest, but earns 
a little interest with other banks. So it is also a liquid 
asset and so safe, but not quite profitable. : 

Call-loans are loans given to brokers in the stock ex- 
change. Usually it is a loan given for a day. But every 
day, the loan is renewed further. Being a loan for the 
Shortest period, it carries a very small interest. As the 
name itself suggests, it is a loan which can be called back 
at a short notice. So it is relatively liquid, somewhat 
Profitable, and less safe. i, 

Treasury bills, as we have seen earlier, are loans given 
by the banks to the Government. These loans are for 
30, 60 or 90 days’ duration. They earn a small interest and 
are profitable. When a bank needs cash urgently it can 
Sell the treasury billsin the market. Being loans to Govern- 
Ment it will not be difficult to find buyers. So, they are 
liquid assets, and safe, but earn less return. 

Inan earlier chapter, we referred to the bills of exchange. 
We spoke of our exporter señding Rs.-5,000 worth of goods 
to London who was paid Rs. 4,950 by the bank. The diffe- 
Tence of Rs. 50, we said, was the discount for the bank 
and an income for it. Now, if the bank wants cash, it 
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can have the bill rediscounted. That means, it can take 
the bill to the Reserve Bank of India which will pay the 
bank, let us say Rs. 4,975. The Reserve Bank will wait for 
the bill to mature and will get Rs. 5,000 in full. Now 
the bank is able to cash and so the bill of exchange has 
liquidity and is relatively safe. The ‘discount’ brings an 
income for the bank. 

Loans and advances are generally for short periods up 
to a year. These are given against proper securities. 
Let us say, the bank has given a loan to a merchant against 
a thousand bags of groundnuts. The groundnuts will be 
in the custody of bank's godown. The bank will charge 
the merchant an interest higher than that for a call-loan, 
treasury bill or bill of exchange. So it satisfies the principle 
of profitability. But if the bank wants cash urgently, it 
will call upon the merchant to repay the loan within, say, : 
three days. Suppose the merchant fails to repay, the bank 
can sell away the groundnuts in the market. Now, in 
the market if the prices are lower than before, the bank may 
realize less than the amount of loan. So you sce that this 
kind of loan, though profitable is much less safe and liquid. 

Every bank invests its funds in some good securities. 
Securities are loans to Central and State Governments or 
other institutions like the L.I.C., Unit Trust, etc. These 
securities bring a good return. But some of these securities 
may not be encashed until a certain time. A National 
Savings Certificate cannot be encashed for a year. So 
it has no liquidity till then. Such securities then, though 
relatively more profitable, are still less liquid and safe, 

The buildings, furniture, etc., of a bank are also a bank's 
assets. They do not fetch income—unless a part of the 
bank's building is rented ouf to somebody. They arc 
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not at all liquid because buildings and furniture cannot 
be sold in the market so easily. Generally such a con- 
tingency may not arise. It is only when a bank faces 
collapse that its buildings, etc., are to be disposed of. 

So you now understand that a bank takes every care 
to see that it uses the money profitably, without sacrificing 
safety. A bank keeps on transferring its funds from one 
asset to another, keeping in view the three principles 
of safety, liquidity and profitability. - 


CHAPTER 6° 


The Bankers’ Regulator 


“Credit helps a borrower, as a hangman’s noose ‘a hanger." : 


—A French Proverb 


Moss ^ POLICEMAN regulating the traffic on the road, 
the Central Bank, in every country, regulates the banking 
system. The banking system includes the credit institu- 
tions in a country. 

In England, the Central Bank was established in 1694 
and was named the Bank of England. The then King of 
England, William III was in need of money. Some indivi- 
duals lent him 12 million pounds. In return they were 
Permitted to form into the Bank of England. The King 
agreed to pay interest every year, but the loan would not 
be paid. It was, to begin with, a private shareholders’ 
bank. In 1947, it was nationalized, The Bank of England e 
is known as the Old Lady of the Threadneedle Street, 
from its location in London. 

In India, the Central Bank is the Reserve Bank of 
India. It was created in 1935 and, like the Bank of England, 
it began as a private shareholders’ bank. It was also 
nationalized in 1947, 1 

The Reserve Bank of India keeps a watch over the 
banks in our country. We shall now understand how it 
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regulates the banking system. It is more or less modelled 
on the Bank of England. It has two departments, namely, 
the banking department and the issue department. 

1. Monopoly of Note Issue: The Reserve Bank of India, 
like the Central Banks of all countries, has the monopoly 
of note issue. We have seen that banks were once issuing 
such notes. But they had a temptation to issue more notes 
and when people presented the notes in large numbers they 
were not able to paythemcash. The result was bank failure. 
So it became a convention to give the right of note issue 
to the Central Bank. In India, before the Reserve Bank 
came into being, the Imperial Bank of India exercised this 
right. 

The Reserve Bank issues coins and notes of the denomi- 
nations of Rs; 2, 5, 10, 100 and 1000. If you look at 
these notes, you will find the signature of the Governor of 
the Reserve Bank of India. However, one rupee notes 
are issued by the Ministry of Finance, New Delhi and 
signed by the Finance Secretary. 

The Reserve Bank keeps in its possession Rs. 115 crores 
of gold and Rs. 85 crores of foreign securities. It is against 
these that our currency notes are printedin the Nasik Press. 
The coins are minted in Bombay. The Reserve Bank 
also mints coins and medals for certain countries in Asia. 

At present the total currency in circulation is about 
Rs. 3000 crores. Some people think that this is a large 
supply of money for our country. But we must remember 
that our economy is expanding. Development is taking 
place, Money must go into remote villages and change 
the barter system into the money system. 

2. Bankers’ Bank: The Reserve Bank is known as 
the Bankers’ Bank. It: keeps a watch over the activities 
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of the banks. Every bank has to keep some percentage of 
its deposits in cash with the Reserve Bank, This is to 
prevent the bank from lending all their cash and facing a 
difficult situation. The Reserve Bank supervises the banks, 
examines their accounts when necessary and controls their 
activities in many ways, which we shall see presently. 

3. Government's Bank: The Reserve Bank is a banker to 
the Government. All payments by Government are made 
through the Reserve Bank or the State Bank. Similarly, 
all payments to the Government are collected through the 
Reserve Bank or its agent, the State Bank, It gives ad- 
vances to the Government in times of emergency, like war. 
Usually it takes some time for taxes to be collected, In 
anticipation of tax collection, the Government takes ad- 
vances from the Reserve Bank, ^ 

The Reserve Bank also manages the debt of the 
Government. It floats loans for the Union and State 
Governments, collects them, pays interest on them per- 
iodically, repays the principal when the time comes and 
maintains accounts, . 

The Reserve Bank also advises the Government on 
important matters of economy. The Government seeks 
the advice of the Reserve Bank when the rupee is to be 
devalued, and when Prices are to be controlled and when 
banks are to be regulated, , 

(4) Foreign Exchange Reserve: The Reserve Bank 
keeps reserves of gold and foreign exchange. They are 
necessary to maintain the value of the Rupee. That is, 
to give strength to the Tupee, the notes issued are supported 

r by these reserves. Besides, these reserves are necessary 
to meet our foreign trade obligations. Now if we export 
for Rs. 1000 crores and import for Rs, 800 crores, we have 
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à favourable balance of Rs. 200 crores. Other countries 
owe us that much money. That becomes our foreign ex- 
change reserve. If our imports are Rs. 1200 crores and 
exports Rs. 900 crores, we owe other countries Rs. 300 
crores. How do we pay them? We pay them from our 
foreign exchange reserves. If they are not enough, payment 
has to be made in gold, as gold is readily accepted by 
other countries for our debts. ` 

5. Lender of last resort: The Reserve Bank comes to 
the rescue of the commercial banks when they are in 
difficulty. We have said earlier that commercial banks 
discount bills of exchange. That is, a bank gives an 
exporter Rs. 4,950 for his Rs. 5,000 bill of exchange and 
takes a discount of Rs. 50. It waits for three months and 
collects Rs. 5,000 from the foreign merchant. Let us 
suppose the bank is urgently in need of cash. The bill of 
exchange is a liquid asset. The bank can take it to the 
Reserve Bank and get it ‘rediscounted’. The Reserve 
Bank of India will pay the bank, let us say, Rs. 4,984 and 
will collect from the foreign merchant Rs. 5,000 after a 
month. Generally a bank will rush to the Reserve Bank 
only when it is in urgent need and not otherwise. 

6. Clearing House: We have noted in another chapter 
that people make and accept payments by cheques. 
People haye accounts in various banks. A may have his 
deposits in Trust Bank and B with Credit Bank. Let us 
say A issues a cheque for Rs. 5,000 to B. B will hand it 
over to his bank—Credit Bank—for collection. B issues 
a cheque for Rs. 4,000 to 4 in the same week. Now, Trust 
Bank owes Credit Bank Rs. 5,000. Credit Bank owes 
Trust Bank Rs. 4,000. How do they settle the account? 
All the banks meet once a week at a central place called the 
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clearing house. In the above example, Trust Bank has to 
pay Rs. 1,000 to settle the account. So, it will draw a 
cheque to Credit Bank on the Reserve Bank of India. In 
the books of the Reserve Bank ot India, Rs. 1,000 will be 
added to Credit Bank and the same amount will be deduc- 
ted from the Trust Bank. 1 

This arrangement is called clearing house. It is a 
place where banks meet to settle their mutual debts, It is 
not necessary that every time a cheque of one bank is 
presented in another bank, cash must be transferred from 
one to the other. Instead, only the difference is paid 
by adjusting the banks’ balances with. the Reserve Bank 
of India. 

We have not completed our study on the Central Bank. 
We shall continue it in the next chapter, where we will 
discuss an important function of the Reserve Bank of India. 


CHAPTER 7 


The Unstable Money 


“Wages go by the stairs and prices by the lift.” 


Moss HAS BEEN aptly compared to human liver. So 
long as our liver functions well, we do not bother about 
what we eat and drink. But the moment it is upset we 
give our utmost thought to it. In the same way, so long as 
money performs its functions, we do not give a thought 
to it. But when it ditturbs the economic system, it is a 
matter of concern and the Central Bank has to do some- 
thing to set it right. k 

Money, as we have seen in Chapter 1, is a measure of 
value. Itis a yard stick, a unit of measurement. But 
unlike other units of measure, money is not a stable measure. 
For instance, a foot measured by a scale will be the same 
distance anywhere and at any time. But we cannot say 
the same thing about money. A rupee may get four cups 
of ice-cream at one time, three at another and only one 
yet at another time, depending on whether the price of 
icecream is rising or falling. “That is, money is not a uni- 
form and stable measure. It is because of this instability 
of money that many problems arise. 

Money as we know includes coins and currency in 
circulation, and also the bank deposits created by the 


56 THE ROMANCE OF BANKING 


commercial banks. We have seen that modern business 
is conducted to a good extent with bank credit. While 
money is necessary to oil the wheels of our economy, too 
much of it will creite some problems. When the supply 
of money—coins, currency and bank credit—is increased 
beyond a point and finds its way into the pockets of 
people as income, inflation may set in. À 

You may have heard of the word ‘inflation.’ Let 
us know what it is. In India, we are having development 
through planning. The Government is spending crores 
and crores of rupees in establishing new industries, building 
more irrigation canals, schools, hospitals, electric power, 
etc. We must remember that it takes time for these projects 
to start production or increase the production of goods and. 
Services that people want. We must wait for 5, 10 or even 
20 years before some of these assets yield fruits. So in 
the short period, we experience shortage of certain essential 
goods. The shortage will make the prices increase. But 
it depends on how we finance the projects. Suppose the 
Government taxes the people to finance them, it will mean 
people will have less money to spend and so will demand less 
goods and services than before. That will keep the prices 
down. But there is a limit beyond which people cannot be 
taxed. So the Government raises loans from the people 
to finance schemes of development. But taxes and loans 
alone will not be enough to develop the resources of the 
country rapidly. So the Government seeks the help of 
the Reserve Bank to issue currencies, The Government 
gives securities to the Reserve Bank against which fresh 
currencies are printed. The new currency notes are used 


by the Government to pay the wages and salaries of people 
who work on the projects. 
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Now people have income and they spend it on goods 
and services. But we said that it takes time for the pro- 
duction of goods and services to be increased. We now 
face a gap. The demand for goods and services is widening 
because people have more income now than before, but 
the supply of goods and services increases less rapidly. The 
result is inflation. We may say then that inflation is a 
situation in which we have more money incomes than 
goods and services. ó 

A certain degree of inflation is healthy. Business people 
find that rising prices will bring them more profits and so 
decide to expand their business. To do that, they go to 
the banks and ask for more loans. Itis the business of the 
bank to lend money for good schemes. When banks 
expand credit, it leads to an increase in money supply. 
The money incomes of the people rise, the demand for 
goods and services also rises, but because of shortage of 
goods and services, prices rise. When prices rise, people 
find that the money they have does not buy the same quanti- 
ty of goods and services as before. Formerly we used to 
pay 10 paise for a cup of tea and now we have to pay 20 
paise. Which means, that a rupee which used to get us 
10 cups of tea before, now gets us only 5 cups. That is, 
the value of money or the purchasing power of money has 
declined. So people demand more wages from their em- 
ployers. As more wages are paid, the cost of production 
goes up and hence prices are pushed up. So then inflation 
feeds on itself: After a stage, things become rather difficult. 
Prices go out of hand. 

Such a type of ‘runaway’ inflation was experienced in 
Germany after the World War I and in China after the 
World War II. Prices were rising so much that people 
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wanted to get rid of their money. A packet of cigarettes 
would cost Rs. 25 and a cup of tea Rs. 10. That shows . 
money has lost its value. There is a story of two brothers ; 
in Germany. Jim was a prudent man and kept all his 
money in the bank. Bob was a lover of art and filled his 
house with paintings, sculptures and curios. The VER 
came and there was inflation. Jim found that his savings 
of thousands of Marks were worth a few packets of 
Cigarettes. People rushed to get rid of their money and 
buy whatever they could in exchange. Bob got fantastic 
prices for his art pieces and found himself fabulously rich 
in money. So you see how inflation, if left uncontrolled, 
may turn the world upside down. 
The question is, who is to control it and how? The 
. Central Bank can succeed to some extent in keeping prices 
under check. In fact, every Central Bank has certain 
‘instruments’ by which money supply can be- regulated. 
` These ‘instruments’ are used to regulate the credit money 
Which the banks create. Let us assume that prices are 
rising and the Reserve Bank of India decides to check them. 
How will it set about doing it? . 

(1) Bank Rate: Every Central Bank has the bank rate 
as a weapon of regulating bank credit, The bank rate is 
the minimum rate at which the Central Bank ‘rediscounts’ 
the bill of exchange for the commercial banks. The 
interest rates in the money market’ will be a bit higher 
than the bank rate. If the bank rate is changed, one way 
or the other, the interest rates also will change in the 
same direction. 

Now, suppose the banks are lending rather liberally 
and that has an inflationary effect. The Reserve Bank will 
decide to raise the bank rate. This will be followed by all 


THE UNSTABLE MONEY 59 


the other banks increasing their deposit and lending rates. 
Higher deposit rates will encourage people to save more 
than before and so money will be transferred from the 
people to the banks. The higher lending rate will discourage 
investors from borrowing and so the banks will find that 
they are not able to lend more, though they have more 
cash. However, it must be stated here that investors are 
influenced not merely by the rate of interest at which they 
can borrow, but by the rate of return on their capital. If 
the investors expect to earn, say, 20 per cent profit on their 
investment, they might not mind borrowing at, say, 8 or 10 
per cent. But where the margin between interest rate and 
profit rate is narrow, a higher interest rate will deter further 
borrowing. The general effect will be to bring down the 
price because people have less cash with them and so 
demand less goods and services. The investors too demand 
less of things because they do not get credit enough. Of 
course there will be investors who will be willing to borrow 
even if the interest rate is high, because they hope to make 
a good profit in their business. That is an exception. 

In the same way, when the Reserve Bank thinks that 
credit expansion is necessary to help the economy, it 
lowers the bank rate. In March 1968 the Reserve Bank 
of India reduced the bank rate from 6% to 5%. This was 
done to help the revival of industries which were experienc- 
ing a low demand for their production. 

(2) Open Market Operation: This is another weapon 
with the Central Bank. When prices are rising and are to 
be controlled, the Central Bank sells securities at attractive 
interest rates. The banks are tempted to buy them. 
When they do so, the funds are transferred from the banks 
to the Central Bank. The commercial banks, therefore, 
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cannot provide more credit. When prices are falling, 
these securities will be purchased from the banks, who will 
have more cash to lend to borrowers. The policy of open 
market operations to be really effective requires a well 
developed market for securities. In India we do not have 
a well developed securities market still. 

(3) Cash Ratio Variation: We referred in an earlier 
chapter that a bank’s capacity to create credit depends on 
the cash reserve it has to keep under law. The Reserve 
Bank has it that commercial banks are to keep 5% of their 
time deposits and 8% of their demand deposits in cash 
with it. This can be raised, if necessary. 

"When there is inflation, the Central Bank can raise the 
cash ratio. We have seen that credit expansion is a multi- 
ple of the reverse of the cash ratio. So when the cash ratio 
is increased from say 10% (1/10) to 12.5% (1/8), banks. 
can create only eight times their deposits and not ten times 
as before. 

If the Central Bank desires to make credit easy it can 
reduce the cash reserve of the commercial banks. That will 
enable banks to lend more. 

(4) Moral Persuasion: The Central Bank can appeal to 
the good sense of the banks to expand or restrict credit, 
as the occasion demands. It is left to the banks to listen 
to such appeal. Generally they do. Very often it depends 
on the relationship between the banks and the Central 
Bank. The banks know that if they do not heed the Central 
Bank’s persuasion, other weapons may be used. 

(S) Selective Credit-Control: The aim of the Central 
Bank is not to deny credit to trade and industry, but restrict 
it to really productive uses. 

There are traders who can create scarcity in the market 
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with the help of bankcredit. Forinstance the wheat traders 
can go to villages, buy wheat in large quantities at the time 
of harvest, give them as security to the banks and borrow 
money. A good part of the wheat supply is in the bank’s 
godown. In the market, wheat prices will slowly rise. The 
merchants will bring the wheat only when prices are pro- 
fitable for them. This kind of activity is known as specula- 
tive trading. It is not good for society. But at the same 
time, wheat merchants cannot be refused credit. So, the 
Reserve Bank can put a limit on loans to individuals and 
say that no merchant can be given more than, say, 
Rs. 20,000 as loan by a bank. 

Or the Reserve Bank can raise the margin of security. 
If I want a loan of Rs. 8,000 from a bank, I must offer a 
security of Rs. 10,000. The margin of security is thus 
Rs. 2,000 or 20 per cent. In a time of raising prices, the 
Reserve Bank can raise the margin to 40 per cent. That 
means, for the same security, I will get less credit. 

Perhaps you might have known that people are en- 
couraged to buy things on an instalment basis. Suppose 
you want to buy a refrigerator costing Rs. 1,500. The 
bank will ask you to put down 20% cash, that is Rs. 300 
and will pay the dealer the full amount. You will have to 
pay the bank an amount with interest for 15 or 20 months, 
at the end of which the refrigerator becomes your own. 
This is known as the hire-purchase scheme. In a time of 
inflation, the Reserve Bank can raise the margin from 20 
to 30 per cent. That will mean, you have to pay down 
Rs. 500 and not Rs. 300 as before to buy a refrigerator. 
This might discourage you from buying such things on 
hire-purchase. 

So then, you see that a Central Bank has many weapons, 
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which it can use to regulate the credit money in an econo- 
my. We must remember that either excessive credit or 
meagre credit is harmful for the economy. There must 
be moderation in credit, as in eating. Excessive eating or 
starvation does not do good to our digestive system. It 
is here the Central Bank of a country keeps,a close watch 
over the money supply (coins, currency and bank deposits) 
and regulates it to suit the requirements of the economy. 
By judiciously using the weapons of monetary policy at its 
command, it can stimulate or dampen the economy and 
keep the economic system free from violent fluctuations. 
It must, however, be added that monetary policy alone 
cannot promote economic stability. It must be used with 
other policies of a country. 

Money is an important invention of mankind. If it 
is ‘managed’ properly it can be a blessing for us. If it is 
‘mismanaged’ it can bring ruin and disaster. Money in 
our modern economy thus plays an important part. It 
lubricates the wheels of industry, trade and agriculture. 
It is the life blood of an economy. 

But we must remember that money is not an end in 
itself, but only a means to an end, namely, facilitating 
utilization of resources of an economy. à 


———————"— 


= 


w 


I2 


Books for Reading 


- CALDERWOOD, JAMES, D: Economic Ideas and Concepts: 


(based on the Task Force Report), New York. Joint 
Council of Economic Education, Page 31-36. 


. CROWTHER, GEOFFREY: An Outline of Money. English 


Language Book Society, Chap: 1, 2, and 6. 


- Day, A.C.L: The Economics of Money. Oxford Uni- 


versity Press, Chap: 4, 7 and 8. 


. Lipsey RICHARD, L, and STEINER PATERO : Economics. 


New York: Harper & Row, Part X: Chap. 51 and 52. 


. RoBERTSON, D.H.: Money. Cambridge Economic 


Handbook Series II: Chap: 1,3, & 5. 


. SAMUELSON, PAUL À: Economics. New York: McGraw 


Hill, Chap: 14. 


Sayers, R.S.: Modern Banking. English Language 
Book Society, Chap: 2, 3, 4, 5, and 6. 


. WirHERS, HARTLEY: The Meaning of Money. London: 


John Murray, Chap: 1 to 7, 11 and 12. . 


P.U. 5T 


Beery ^ COUETTE CS ON ey ee 
PUANKING FNE ROMANCE OF BANKING THE T 
AANGE/OF BANKING “THEROMANCE OF BANKING. THE) 
OHANG ORBANKING. FHERQHANGE OE BANKING” T) 
ANCE OF BANKING THE ROMANCE OF RANKING: THIERO 
KNKING THÉ NGRaAnce Gh sAykING THE 
G. THE FOBANCE OF &ANEIMG- THPRO 7 
NGS! “THE ROMANCE OL BANKING THE ROME 
G JHE RORHAHCE-OICNANNING E THE ROMER 
hund “THE AOMANCE [ 


(ThE RORANCE 


TE RSM ANY Gf TANKUS TA 


IG ROMAPICE OF RANKING) THIRD 


(AAT 


BC OEC 
s 


